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STATEMENT OF ISSUES

[ 11 The issues presented in this appeal concern the interpretation of an oil and
gas lease. The first issue is whether the district court erred in holding that the Pugh
Clause set forth in said lease applied at all times, or only at the end of the one-year period
following the end of the primary term of the lease. The second issue is whether the
district court erred in holding that the Pugh Clause clearly and explicitly severed the lease
into separate oil and gas leases.

STATEMENT OF CASE

[9 2] This case involves the interpretation of an oil and gas lease executed by
George E. Tank, Jr. and Phyllis B. Tank, husband and wife, in favor of Petro-Lewis
Funds, Inc. on November 23, 1982 (“Subject Lease), which covers the following real
property located in McKenzie County, North Dakota:

Township 151 North, Range 96 West
Section 10:  NW/4, SW/4, SE/4

(“Subject Lands”). Appellee Greggory G. Tank (“Tank™) is a successor in interest to
George E. Tank, Jr. and Phyllis B. Tank, and is an owner of minerals in and under the
SW/4 of the Subject Lands.

[] 3] On or about September 9, 2011, Tank commenced an action in McKenzie
County District Court seeking to cancel the Subject Lease, which is now held by
Appellants Citation Oil & Gas Corp., Citation 2004 Investment Limited Partnership,
Northern Oil and Gas, Inc., Otter Creek, LLC, G.G. Rose, LLC, DJB Investment
Company, LLC, Kevin P. Doyle, Cyan Brakhage, Barbara Boaz, Sasrana Oil and Gas,
Howard Gray, Linda Goldner, Scot Farber, Paladin, Inc., BB Management, LLC, Magic

Merlin Energy Investments, LLC, Blue Ridge Energy, LLC, BF Energy, LLC, M Code,



LLC, J and J Energy, LLC, and Jim Whitehead Oil & Gas, LLC (hereinafter collectively
referred to as, “Citation, et al.”). By the action, Tank only sought to cancel the Subject
Lease to the extent it covered the portion of the Subject Lands in which he owns a
mineral interest, namely, the SW/4 of Section 10.

[7 4] In May 2012, Citation, et al. filed a Joint Motion for Summary Judgment,
seeking dismissal of all claims asserted by Tank in his Complaint. By their Motion,
Citation, et al. argued that the drilling and operation of several oil and gas wells on the
leased premises, including a well located on the SW/4 of the Subject Lands, maintained
the Subject Lease beyond the primary term and that said Lease remains in full force and
effect.

[ 5] In November 2012, Tank responded in opposition to Citation, et al.’s Joint
Motion for Summary Judgment, and submitted his own Cross-Motion for Summary
Judgment. Following a hearing, the district court granted Tank’s Cross-Motion for
Summary Judgment and denied Citation, et al.’s Motion for Summary Judgment, holding
that the Subject Lease had expired as to the SW/4 of the Subject Lands. Judgment was
entered on September 19, 2013.

[] 6] Citation, et al. filed a Notice of Appeal on October 29, 2013. Citation et al.
request that this Court reverse the district court’s decision declaring the Subject Lease
terminated as to the SW/4 of the Subject Lands. The district court misconstrued and/or
ignored key provisions of the Subject Lease, in particular the Pugh Clause, which was not
applicable at the time the district court held the Subject Lease expired as to the SW/4 of

the Subject Lands. Rather, the Pugh Clause in this case was only applicable at the end of



the one-year period following the end of the primary term, at which time there was
production of oil and/or gas on the SW/4 and NW/4 of the Subject Lands.
STATEMENT OF FACTS

[] 7] Citation, et al. are owners of an interest in the mineral leasehold estate in and
under a portion of the Subject Lands that includes the SW/4 at issue in this action. (App.
10.) Tank is a resident of North Dakota and purports to be the owner of the minerals in
and under the SW/4 of the Subject Lands. (App. 10.)

L The Pugh Clause in the Subject Lease.

[ 8] On or about November 23, 1982, George E. Tank, Jr. and Phyllis B. Tank
executed the Subject Lease in favor of Petro-Lewis Funds, Inc. (App. 18.) Tank is the
son of George E. Tank, Jr. and Phyllis B. Tank, and upon the death of his father in 2008,
became a lessor under the Subject Lease insofar it covers the SW/4 of the Subject Lands.
Citation, et al. are the successors-in-interest to Petro-Lewis Funds, Inc. with respect to the
Subject Lease. (App. 10.) The Subject Lease set forth a three-year primary term, with
the primary term to expire on September 18, 1986. (App. 18.)

[] 9] Paragraph 16 of the Subject Lease contains a provision commonly referred
to as a Pugh clause, which states as follows:

Notwithstanding any provision in this lease to the contrary, if, at the end

of the one year period from the end of the primary term hereof, this lease

is maintained in full force and effect by virtue of production of oil and/or

gas, this lease shall nevertheless expire as to all that part of said lands not

included in a producing unit unless operations for the drilling of a well

have been conducted during such one year period.

(“Pugh Clause”). (Id) The Subject Lease defines a “producing unit” as the acres in a

spacing unit allocated to each well by the appropriate governing body, in this case the

North Dakota Commission. (/d.)



IL. Production under and Ratification of the Subject Lease.
[] 10] The Tank 3-10 well was spud in the NW/4 of the Subject Lands in May

1983 during the primary term of the Subject Lease. (App. 24.) The Tank 3-10 well
produced until October 1996. (/d.) The Tank 3-10R well, essentially a replacement of
the Tank 3-10 well, was spud in June 1998. (App. 38.) The Tank 3-10R well has
continuously produced oil and/or gas to the present. (App. 38—44.)

[] 11] On or about July 15, 1986, George E. Tank, Jr. and Phyllis B. Tank, the
predecessors-in-interest to Tank, executed a Ratification of Oil and Gas Lease,
Settlement Agreement, and Stipulation (“1986 Ratification”), whereby they agreed to
“ratify, adopt and confirm” the Subject Lease. (App. 236-259.) The 1986 Ratification
also stated “the effective date of the [Subject Lease] and the date upon which the primary
term shall commence shall be July 15, 1986.” (App. 257.) The primary term was
extended and therefore ended on July 15, 1989. (See id.)

[ 12] The Tank 13-10 well was spud in the SW/4 of the Subject Lands in June
1988, during the primary term of the Subject Lease and while the Tank 3-10 well was
producing. (App. 26.) The Tank 13-10 well continuously produced oil and/or gas
through September 2008 and has intermittently produced oil and/or gas since that time,
with the last production occurring in January 2012. (App. 26-37; see also App. 222.)

[ 13] On or about October 2, 1998, after the Tank 3-10 well, located in the
NW/4, had stopped producing, and after the expiration of the primary term of the Subject
Lease (as extended by the 1986 Ratification), George E. Tank, Jr. and Phyllis B. Tank
executed another Ratification of Oil and Gas Lease (1998 Ratification”). (App. 260.)
The 1998 Ratification stated that the parties “agree and declare that [the Subject Lease] is

in full force and effect; that payment has been duly made of the entire bonus
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consideration and all of the delay rentals necessary to extend [the Subject Lease] to the
next rental payment date.” (J/d.) The 1998 Ratification did not reset or extend the
primary term of the Subject Lease. (/d.)

[f 14] On November 21, 2008, the North Dakota Industrial Commission
(“Commission”), granted an application filed by Petro-Hunt, LLC (“Petro-Hunt”), to
create a 1280-acre spacing unit encompassing Sections 3 and 10 of Township 151 North,
Range 96 West. (App. 262; see also App. 267 (map showing wells, spacing unit, and the
Subject Lands)). The 1280-acre spacing unit encompasses all of the Subject Lands,
including the SW/4. (App. 267.)

[ 15] Petro-Hunt spud the Jonsrud 151-96-3B-10-2H well (“Jonsrud Well”), in
Section 3 in February 2010. (App. 271.) The Jonsrud Well is still producing. (See id.)
Petro-Hunt spud the George Tank 151-96-10C-3-3H well (“George Tank Well”), in
Section 10 in October 2010. (App. 272.). The George Tank Well is still producing. (See
id) Thus, there have been continuous operations and/or production on the leased
premises, i.e. the NW/4 and SW/4 of the Subject Lands, from the Tank 3-10R well, the
Tank 13-10 well, the Tank 3-10 well, the Jonsrud Well, and/or the George Tank well at
all times following the expiration of the primary term of the Subject Lease.

III.  Savings Provisions in the Subject Lease.

[ 16] The Subject Lease contains provisions known as “savings clauses” which
can prevent an oil and gas lease from terminating. Paragraph 11 of the Subject Lease
contains a common savings clause referred to as a “continuous drilling operations” or
“continuous operations clause”, and provides as follows:

Notwithstanding anything in this lease contained to the contrary, it is

expressly agreed that if Lessee shall commence operations for drilling at
any time while this lease is in force, this lease shall remain in force and its
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terms shall continue so long as operations are continuously prosecuted

and, if production results therefrom, then as long as production continues.

As used in this lease continuously prosecuted shall mean that no more than

thirty days shall elapse without operations on any well or that not more

than ninety days shall elapse between the completion or abandonment of

one well and the beginning of operations for the drilling of a subsequent

well.
(App. 20.) Similarly, Paragraph 12 of the Subject Lease contains another savings
provision, known as a “drilling operations clause,” and provides, in pertinent part, as
follows:

If within the primary term of this lease, production on the leased premises

shall cease from any cause, this lease shall not terminate provided

operations for the drilling of a well shall be commenced before or on the

next ensuing rental paying date; or, provided Lessee begins or resumes the

payment of rentals in the manner and amount hereinbefore provided.
(Id)

[ 17] The second part of Paragraph 16 of the Subject Lease contains another type
of savings clause that prevents an oil and gas lease from otherwise terminating:

Lessee may continue to hold this lease in full force and effect for

subsequent and successive periods of one year by conducing [sic]

additional drilling operations on undeveloped portions of said lands during

each preceding one-year period.
(App. 21.) The “leased premises” referenced in the savings provisions of the Subject
Lease includes the NW/4 and the SW/4 of the Subject Lands. As previously noted, there
was production from the NW/4 and SW/4 both at and after the end of the primary term.

STANDARD OF REVIEW

[ 18] On appeal from an order granting a motion for summary judgment, the

North Dakota Supreme Court examines the “pleadings, depositions, admissions,

affidavits, interrogatories, and inferences to be drawn from the evidence” to determine

whether the district court’s decision was proper. Burris Carpet Plus, Inc. v. Burris, 2010



ND 118, q 11, 785 N.W.2d 164, 171. A district court’s order granting summary
judgment is “reviewed anew on the entire record.” Halvorson v. Sentry Ins., 2008 ND
205, § 5, 757 N.W.2d 398, 399. In particular, where the issue on appeal is the
interpretation of a contract such as an oil and gas lease, the “Court will independently
examine and construe the contract to determine if the trial court erred in its interpretation
of it.” Egeland v. Continental Resources, Inc. 2000 ND 169, § 10, 616 N.W.2d 861, 864.

[ 19] Courts “may not weigh the evidence, determine credibility, or attempt to
discern the truth of the matter when ruling on a motion for summary judgment.”
Saltsman v. Sharp, 2011 ND 172, § 18, 803 N.W.2d 553, 560 (citations omitted).
However, where the nonmoving party does not present sufficient evidence to support its
claims, summary judgment is proper. Barbie v. Minko Const., Inc., 2009 ND 99, { 6, 766
N.W.2d 458, 460-61. Mere speculation will not defeat a motion for summary judgment
and a “scintilla of evidence is not sufficient to support a claim.” Id. at 461 (citations
omitted). If a party fails to present competent, admissible evidence to support its claim,
“it is presumed such evidence does not exist.” Halvorson, 2008 ND 205, § 5, 757
N.W.2d at 400. Summary judgment must therefore be entered against a party who fails
to present evidence establishing an essential element of its claim. d.

LAW AND ARGUMENT

[ 20] The district court made several errors in its interpretation of the Subject
Lease. Most importantly, the district court ignored or misconstrued the unambiguous
language of the Pugh Clause in holding the clause was operative at all times following
the end of the primary term of the Subject Lease. This was in error because the Pugh
Clause clearly and explicitly states that it was only operative at the end of the one-year

period following the end of the primary term. At that point in time, both the NW/4 and
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the SW/4 of the Subject Lands were included in a producing unit and therefore the
Subject Lease was maintained as to the NW/4 and SW/4. For this reason, the district
court erred in holding that the Subject Lease expired as to the SW/4 for lack of

production.

I The Pugh Clause Was Only Effective At The End Of The One-Year Period
Following The End Of The Primary Term.

[f 21] The district court erred in granting summary judgment in Tank’s favor
because the Pugh Clause at issue in this case was only effective at the end of the one-year
period following the end of the primary term. A “Pugh clause” is a provision common to
oil and gas leases that is named after Lawrence G. Pugh, Sr., a lawyer who first made
famous the clause in 1947 to prevent the holding of non-pooled acreage in his client’s
lease while certain portions of the lease acreage were being held under pooling
arrangements. See Friedrich v. Amoco Production Co., 698 S.W.2d 748, 752 (Tex. App.
1985).! Not all Pugh clauses are the same, and in fact, similar clauses, referred to as
“free-stone rider clauses,” actually predate the Pugh clause and are essentially the same
provision. See e.g., Utley v. Marathon Oil Co., 31 S.W.3d 274, 280 (Tex. Civ. App.
2000). The general purpose of a Pugh clause “is to protect the lessor from the anomaly of
having the entire property under a lease held by production from a very small portion”
and “foster[] reasonable development of the leased property.” Egeland, 2000 ND 169, §

17, 616 N.W.2d at 867. A Pugh clause must be clear and explicit, or it may not be given

! Mr. Pugh did not invent the Pugh clause, as there is evidence of such clauses in oil and
gas leases prior to the Friedrich v. Amoco case. For example, in an Oklahoma case, the
court interpreted oil and gas leases from 1943, which contained Pugh-type clauses.
Rish v. Westhoma Oil Co., 385 P.2d 791, 795 (Okla. 1963). This type of clause is also
referred to as a “freestone rider clause.” See e.g., Utley v. Marathon Oil Co., 31 S.W.3d
274, 280 (Tex. Civ. App. 2000).



effect. Egeland, 2000 ND 169, 9 17, 616 N.W.2d at 866-67. Pugh clauses vary widely in
form, and each clause must be interpreted by its own terms. Id.; see also 4 Williams &
Meyers | at § 669.14; 5 Summers, Oil & Gas § 960 (1966).

[§ 22] The Pugh Clause set forth in paragraph 16 of the Subject Lease is a one-
time-only Pugh clause that, according to its express language, was only operative at the
end of the one-year period following the end of the primary term, or on July 15, 1990.2
The NW/4 and SW/4 of the leased premises were held by production of oil and gas that
extended beyond the primary term. Despite this, the district court held that the Pugh
Clause caused the Subject Lease to terminate as to the SW/4 of the Subject Lands due to
a temporary cessation of production in the SW/4 in 2009, nearly twenty years after the
point in time at which the one-year period following the end of the primary term expired.
This holding was in error and should be reversed by this Court.

A, The District Court Erred in Finding that the Pugh Clause was Not a
One-Time Pugh Clause.

[ 23] The district court erred in finding that the Pugh Clause in the Subject Lease
was not a one-time Pugh Clause. In doing so, the court failed to apply several important
rules of contract construction. “The same general rules that govern the interpretation of a
contractual agreement apply to oil and gas leases.” Egeland, 2000 ND 169, 1 17, 616
N.W.2d at 864. “A contract is to be interpreted as to give effect to the mutual intention

of the parties. See N.D.C.C. § 9-07-03. Words in a contract are construed in their

2 The 1986 Ratification fully incorporates a Stipulation, which states that “the effective
date of the [Subject Lease] and the date upon which the primary term shall commence
shall be July 15, 1986.” See De Kok Aff., Exh. C. The 1986 Ratification caused the
primary term to run from July 15, 1986 to July 15, 1989. Thus, the one-year period
following the end of the primary term expired at that point in time at midnight on July
14, 1990.



ordinary and popular sense, unless used by the parties in a technical sense or given a
special meaning by the parties. Egeland, 2000 ND 169, { 10, 616 N.W.2d 861. Courts
also construe contracts in light of existing statutes, which become part of and are read
into the contract as if those provisions were included in it. /d. “A contract must be read
and considered in its entirety so that all of its provisions are taken into consideration to
determine the true intent of the parties." Id. Thus, a clause that appears to be repugnant
to or inconsistent with other clauses must be read in a way that gives all clauses effect, if
possible. N.D.C.C. § 9-07-17. However, in the event of an irreconcilable conflict
between two clauses, such as a Pugh clause and a habendum clause, the habendum clause
should control. 4 Williams & Meyers, Oil and Gas Law, § 669.14, p. 55 (citing
Schwatken v. Explorer Res., Inc. 125 P.3d 1078 (Ken. Ct. App. 2008)). Finally, it is well
settled that the “law abhors a forfeiture,” and courts should favor an interpretation that
avoids the forfeiture of a real property interest. Hasper v. Center Mut. Ins. Co., 2006 ND
220, Y 12, 723 N.W.2d 409, 415; see also Johnson v. Gray, 265 N.W.2d 861, 864 (N.D.,
1978).

[ 24] Because the same general rules that govern the interpretation of a contract
apply to the interpretation of the Subject Lease, the Court must look at the express
language of the Pugh Clause in order to determine its meaning and the intention of the
parties. The Pugh Clause in the Subject Lease states that “[n]otwithstanding any
provision in this lease to the contrary, if, at the end of the one year period from the end of
the primary term hereof” the lease is maintained by production, it may nevertheless
expire as to lands in any spacing unit on which there is not production. (App. 21.

(emphasis added).) The Pugh Clause, by its express language, is limited in scope to a
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particular point in time, namely the end of the one-year period following end of the
primary term. (/d.) In fact, if parties to an oil and gas lease intend to draft a Pugh clause
that would only be operative at a certain point in time, such as the end of the one-year
period following the end of the primary term, there is no other language they could have
used to more clearly affect their purpose.

[7 25] Similarly, other Pugh clauses provide that they are applicable to only a
certain point in time, such as at the end of the primary term. Olson v. Schwartz, 345
N.W.2d 33, 41 n.3 (N.D. 1984) (Pugh clause states that the “lease shall terminate at the
end of the primary term as to all of the leased land except those within a production or
spacing unit”); see also 4 Williams & Meyers, § 669.14 (“If at the end of the primary
term this lease is being maintained by operations on or production from a pooled unit . .
). Other Pugh clauses have no time limitation, but simply state that “[u]pon the pooling
of less than all of the leased land as above provided, this lease shall be severed and shall
be considered as separate and distinct leases on separately pooled acreage.” 4 Williams
& Meyers, Oil and Gas Law, § 669.14. The Pugh Clause in the Subject lease is only

applicable at the “end of the one year period from the end of the primary term.” Compl.,

Exh. A, § 16 (emphasis added).

[ 26] Further, the Williams & Meyers treatise discusses the time of applicability
of other lease provisions with language similar to the Pugh Clause in the Subject Lease.
See 4 Williams & Meyers, Oil and Gas Law, § 617.3. The treatise notes that many
continuous drilling operations clauses “are applicable to only one date, viz., the expiration
of the primary term . . . .” Id. The language used to accomplish this purpose is as

follows: “if, at the expiration of the primary term of this lease . . . .” Id. This is nearly
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identical to the Pugh Clause in the Subject Lease in that it explicitly states when the
clause is applicable.

[T 27] Yet more support for the proposition that the Pugh Clause in the Subject
Lease only applies at the “end of the one year period from the end of the primary term”
can be found in other provisions of the Subject Lease. See N.D.C.C. § 9-07-06 (“Each
clause [of a contract] is to help interpret the others.”) For example, paragraph 11 of the
Subject Lease, the continuous operations clause, states that it applies “at any time while
this lease is in force . . ..” (App. 20. (emphasis added).) Paragraph 12 of the Subject
Lease has two separate clauses, the first of which applies “within the primary term” and
the second of which applies at any time “after the expiration of the primary term.” (Id.
(emphasis added).) Finally, paragraph 13 of the Subject Lease states that the lessee may
“at any time” cancel the Lease. (/d. (emphasis added).) These provisions demonstrate
that the drafters of and parties to the Subject Lease were well aware that different lease
provisions could apply at different periods of time, under different circumstances. Their
decision to make the Pugh Clause applicable “at the end of the one year period from the
end of the primary term” was explicit and unambiguous. Thus, based on its clear and
plain language, the Pugh Clause is only applicable at the end of the one year period
following the end of the primary term.

[] 28] The district court agreed with Citation, et al. that the language of the Pugh
Clause was unambiguous and supported an interpretation that the Pugh Clause only
applied at the end of the one-year period from the end of the primary term. (App. 392.)
Nevertheless, the district court went on to hold that the Pugh Clause remained in effect

after the end of the one-year period from the end of the primary term based on its
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erroneous interpretation of the language immediately following the Pugh Clause, which
provides:

Lessee may continue to hold this lease in full force and effect as to all of

said lands for subsequent and successive periods of one year by conducing

[sic] additional drilling operations on undeveloped portions of said lands
during each preceding one-year period.

(Id. (citing App. 21) (emphasis added).) This was in error for four reasons. First, no
drilling on the Subject Lands occurred within one-year period following the expiration of
the primary term so this provision was never activated.

[f 29] Second, this language does not extend the Pugh Clause indefinitely.
Rather, it a savings provisions that allows the lessee to extend the Subject Lease by
drilling on undeveloped portions, i.e., portions of the Subject Lands on whichthere has
been no drilling or production activity. A comparison of the above language with the
language of the Pugh Clause makes this clear. The Pugh Clause (the first sentence of
Paragraph 16 of the Subject Lease) provides a method by which the Subject Lease, or a
portion thereof, may expire—by failing to obtain production on a portion of the leased
premises at the end of the one-year period following the end of the primary term. This is
evident from the language in the Pugh Clause stating that “this lease shall nevertheless
expire.” Conversely, the above-quoted savings language (the second sentence of
Paragraph 16) provides a method by which the Subject Lease may be sustained—by
conducting drilling operations on undeveloped portions of the Subject Lands, within each
successive one-year period. The savings provision in no way modifies the clear and
express language of the Pugh Clause regarding the timing of applicability of the Pugh
Clause. There is simply no language in the Subject Lease, and no other evidence in this

case, that in allowing the Subject Lease to be sustained by the above-quoted savings

-13-



provision, the parties to the Subject Lease intended to modify the Pugh Clause, or cause it
to apply at any time other than at the end of the one year period following the end of the
primary term.’

[f 30] Third, the savings language only refers to drilling operations on
“undeveloped portions” of the Subject Lands and the district court’s analysis was in error
because the SW/4 was not “undeveloped.” The purpose of the Pugh Clause is to “foster
reasonable development of the leased property.” Here, the development of the Subject
Lease is achieved, and the savings language provides a lessee the ability to extend the
Subject Lease for successive periods of one year, by drilling on undeveloped portions of
the Subject Lands. The district court erred because the SW/4 was not “undeveloped” at
the end of the one-year period following the end of the primary term. Rather, the Tank
13-10 well was producing prior to the end of the primary term and continuously produced
oil and gas from the SW/4 of the Subject Lands for approximately twenty years before
continuous production ceased. (See App. 223-232.) Therefore, the SW/4 was not an
“undeveloped” triggering application of the above-quoted savings language.

[ 31] Finally, there is nothing in the above-quoted savings language that purports
to alter or extend the time of applicability of the Pugh Clause. The Pugh Clause
unambiguously states that it applies at the end of the one-year period following the end of
the primary term. The above-quoted savings language unambiguously states that the
lessee may continue to hold the Subject Lease by conducting drilling operations on

undeveloped portions of the Subject Lands during successive one-year periods. There is

3 The quoted savings provision also contains the phrase “Lessee may continue to hold this
lease,” which further emphasizes the fact that this is a savings provision rather than an
attempt to modify the express language of the Pugh Clause.
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no evidence that this savings clause modifies the point in time at which the Pugh Clause
was intended to apply to divide the Subject Lease. Thus, the district court erroneously
interpreted this clause, which expressly provides a method by which a lessee can save the
Subject Lease from expiring as to undeveloped portions, as extending the Pugh Clause
beyond the end of the primary term and causing the SW/4 of the Subject Lease to expire.
This was in error and should be reversed by this Court on appeal.

B. There was Production on the NW/4 and the SW/4 of the Subject

Lands at the End of the One-Year Period Following the End of the
Primary Term.

[ 32] Because there was production from both the NW/4 and the SW/4 of the
Subject Lands at the end of the one-year period following the end of the primary term,
the Subject Lease was sustained beyond the primary term and continues in full force and
effect as long as production continues from any portion of the leased premises. To
determine when the primary term ended and the Pugh Clause took effect, it is important
to note that Tank’s predecessors-in-interest ratified the Subject Lease in 1986. (See App.
236-259.) The 1986 Ratification changed the effective date of the Subject Lease and, in
doing so, reset the primary term of the Subject Lease. (App. 257.) The 1986 Ratification
states that “the effective date of the said lease and the date upon which the primary term
shall commence shall be July 15, 1986.” (Id.) Thus, the 1986 Ratification caused the
primary term to run from July 15, 1986 to July 15, 1989. In July 1990, at the end of the
one year period from the end of the primary term, the Tank 3-10 well, located in the
NW/4 of the Subject Lands, and the Tank 13-10 well, located in the SW/4 of the Subject
Lands, were both producing. (App. 24-37.) This continuous production sustained the

Subject Lease, including the SW/4. Therefore, the Pugh Clause did not cause the SW/4
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to expire for lack of production and the district court erred in cancelling the Subject

Lease as to the SW/4 of the Subject Lands.

II. The District Court Erred in Finding that the Pugh Clause Severed the
Subject Lease.

[ 33] The clear and express language of the Pugh Clause provides that it is only
applicable at the end of the one-year period from the end of the primary term, and
therefore, the district court erred in holding that the Subject Lease terminated to the
extent it covers the SW/4 of the Subject Lands by operation of the Pugh Clause.
However, even if this Court ignores the express and clear language of the Pugh Clause, it
must still reverse the district court’s decision because the Pugh Clause did not sever the
Subject Lease in its entirety. Specifically, the district court failed to note that a Pugh
clause may only sever a lease where the language of the clause clearly and explicitly
directs such a severance. Moreover, the district court failed to apply this Court’s analysis
in the Egeland case which involved the interpretation of an oil and gas lease very similar
to the Subject Lease, and is the only North Dakota case directly on point. Finally, the
district court ignored the important fact that the purpose of a Pugh clause—to ensure that
a lessee does not hold large portions of undeveloped lands with a single producing well—
was achieved in this case.

A. A Pugh Clause Only Divides a Lease Where the Language is Clear
and Explicit.

[1 34] In Egeland, this Court discussed the indivisible nature of an oil and gas
lease and the effect of pooling and unitization:

The general rule is an oil and gas lease is indivisible by its nature. See
Shown v. Getty Oil Co., 645 S.W.2d 555, 560 (Tex.Ct.App. 1982).
Ordinarily, production from, or other operations on, any part of the land
included in an oil and gas lease will perpetuate the lease beyond the
primary term as to all of the land covered by the lease. See SMK Energy
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Corp. v. Westchester Gas Co., 705 S.W.2d 174, 176 (Tex.Ct.App. 1985).

This situation becomes complicated by a government authority’s creation

of units which encompass acreage comprised of portions of several

different leaseholds. See Rougon v. Chevron, U.S.A., Inc., 575 F. Supp.

95, 98 (M.D.La. 1983). The majority rule is governmental pooling and

unitization orders do not divide a lease, and production anywhere on the

pooled acreage holds all leases that may be wholly or partly in the unit.

See Mesa Petroleum Co. v. Scheib, 726 F.2d 614, 615 (1 0" Cir. 1984).
See Egeland, 2000 ND 169, § 16, 616 N.W.2d at 866. The general purpose of a Pugh
clause “is to protect the lessor from the anomaly of having the entire property under a
lease held by production from a very small portion” and “foster[] reasonable development
of the leased property.” Egeland, 2000 ND 169, { 17, 616 N.W.2d at 867. However,
“Pugh clauses vary widely in form.” Id. (internal citations omitted). “To bring about a

result contrary to the general rule of indivisibility, a Pugh clause must clearly and

explicitly direct a division of the lease into several parts . . . .” Id. (emphasis added). “A

Pugh clause cannot arise by implication.” Id. Further, courts may refuse to give any
effect to “[c]lumsy efforts at drafting a Pugh-type clause.” 4 Williams & Meyers, Oil and
Gas Law, § 669.14, p. 55 (citing Schwatken, 125 P.3d 1078).

[1 35] An example of a Pugh clause that clearly and explicitly directs the division
of an oil and gas lease into separate and discreet leases is as follows: “Upon the pooling
of all the leased land as above provided, this lease shall be severed and shall be
considered as separate and distinct leases on all separately pooled acreage . . ..” 4
Williams & Meyers, Oil and Gas Law, § 669.14 (quoting a California lease form)
(emphasis added); see also id. (“[D]rilling or production from a drilling unit embracing a
portion of the lands covered hereby shall maintain this lease in force only as to the land
included in said drilling unit, which cannot include more than 160 acres.”) Thus, where

courts have found that a Pugh clause divides a lease, the clause contains clear and explicit
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